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I NTRODUCT! ON

Geodynam cs, Inc., enteredinto an agreenent with the United



St ates, pursuant to which the forner was to serve as general contractor for
a construction project at the Air National Guardin Battle Creek, M chigan.
In connection with this project, Geodynani cs "subcontracted” wth
Under gr ound St or age Tank Techni cal Services G oup ("UST Tech"), whichin
turn "sub-subcontracted" with Zorn Industries, Inc. Zornfulfilledits
contractual obligation, whichwas to provide fuel storage tanks for the
project. UST Tech, however, did not pay the full anpbunt that it owed Zorn
for these tanks. The outstandi ng bal ance of $18, 300 was i nstead paidto
Zorn by Geodynam cs.

Less than 90 days after Geodynam cs nmade t hi s paynent, UST Tech
filed for bankruptcy relief. Inthis adversary proceedi ng, the chapter 7
trustee seeks to avoi d t he paynent recei ved by Zorn pursuant to 11 U. S. C.
8547(b). The Defendant filed a notion for summry judgnment. For the
reasons which follow, the notion will be granted.

DI SCUSSI ON

To successful ly i nvoke 8547(b), the chal |l enged "transfer" nust
be "of aninterest of the debtor in property.” 11 U. S.C. 8547(b). The
Pl aintiff nust prove that UST Tech hel d such aninterest. See 11 U.S.C.

8547(g); see also, e.q., InreHartley, 825 F. 2d 1067, 1069 (6th G r. 1987);

Brownv. First Nat'|l Bank of Little Rock, 748 F. 2d 490, 491 (8th G r. 1984).

Zorn alleges that thisrequirenment is not net, relyingprimarily

onlnre Arnold, 908 F. 2d 52 (6th Cir. 1990). See Defendant's Brief at pp.

3-5. In that case, the general contractor of a construction job in



Tennessee ( Shankl e) nade two paynents directly to a sub-subcontractor
(Braid) ona debt owed by t he debt or/subcontractor (Arnold). Arnold, 908
F.2d at 53-54. The trustee sought to avoi d t hese paynents, whi ch were nade
post - petition, using 8549.' The bankruptcy court ruledin favor of the
trustee with respect to a portion of the paynents (anounting to $55, 580. 55),
and the district court affirmed. [d. at 54.

Brai d appealedtothe Sixth Grcuit, which characterized "[t]he
critical question" as being "whet her $55, 580. 55 of t he anount paidto Braid
constitutes property of Arnold."” 1d. at 55. According to the court of
appeal s, the bankruptcy court's affirmati ve answer to this questi on was
"based uponits factual findingthat Shankl e's debt to Brai d arose sol el y
out of Arnold s relationshipwth Shankle.” 1d. Because this finding was
“clearly erroneous," id., the court reversed and directed "t hat judgnent

be entered in favor of Braid." 1d. at 56.

The | ower courts erred, the Sixth Grcuit expl ai ned, because t hey

over | ooked the fact that "the contract between the State of Tennessee [ whi ch

owned t he project] and Shankle . . . obligates Shankle to pay Braid for

Wier eas 8547(b) is directed at property i nterests owned by t he debt or,
8549 refersto "transfer[s] of property of the estate.” 11 U.S. C. 8549(a).
However, this distinction sinply reflects the fact that, with few
exceptions, the debtor's property is the estate's property once the
bankruptcy petition has beenfiled. See 11 U S.C. 8541(a)(1l) (Estate
property general ly conprises "all . . . interests of the debtor in property
as of the commencenent of the case."); see alsoBegier v. IRS, 496 U S. 53,
58 (1990) ("' [P]roperty of the debtor' subject tothe preferential transfer
provi sion is best understood as that property t hat woul d have been part of
the estate had it not been transferred before the coomencenent of bankruptcy
proceedi ngs.").




mat eri al s used on t he proj ect whi ch were supplied by Braid. This contract
i mposed an obligation on Shankle to pay Braid independent of any
rel ati onshi p Shankl e had to Arnold.” 1d. at 55. Since "Shankl e's paynent
to Braid[] ar[ose] out of an obli gation independent of any obligations [that
Shankl e] owed to Arnol d, " the court reasoned, there was "no basi s upon whi ch
to concl ude that the funds pai d by Shankl e are the property of Arnold's
estate.” 1d. at 56.

Arnold is troubling in a couple of respects, one being the
court's rather cavalier concl usionthat Shankl e was |iabl e to Braid pursuant
totheterns of the contract between the owner and Shankl e. The contract
provi si on upon which the court reliedstatedthat, "[u] nl ess ot herw se
provi ded inthe Contract Docunents, the Contractor [ Shankl e] shall provide
and pay for all | abor, materials . . . and other . . . services necessary
for the proper execution and conpl etion of the Work." 1d. at 54 (quoting
section 4.4.1 of Tennessee's contract w th Shankle).

If Braid had attenpted to use section 4.4.1 as a basis for
obt ai ni ng a j udgnent agai nst Shankl e, it woul d have had to establishin
effect that it was a third-party beneficiary of that provision. See

generally, e.d., Inre Edward M Johnson and Assocs., 845 F. 2d 1395, 1398-99

(6th G r. 1988) (discussingthe circunstances under whi ch a contract creates
"enforceablerights”" inathird party under Tennessee | aw). As one court
noted, "[c]lai nms based upon athird party beneficiary theory have provento

be difficult ones for courts to entertai n because the i deas behi nd t he



t heory are obscure and el usi ve. " Moore Constr. Co. v. darksville Dep't of

Electricity, 707 S.W2d 1, 7 (Tenn. Ct. App. 1985). See alsoid. at 7-8

("[ D] eci sions [regardi ng whether alitigant caninvokethethird-party
beneficiary doctrine] areinconsistent and in apparent conflict .

The applicationof . . . [this doctrine] toconstruction contracts has
been particularly troublesone . . . . The lawregarding third party
beneficiari es has devel oped i n Tennessee no | ess tortuously thanit has
devel oped in other states.").

Not wi t hst andi ng t he controversial nature of thethird-party
beneficiary doctrine, Arnold glibly assuned that Braid coul d avail itself
of it. Worse yet, this assunptionwas inplicit: The court did not even
i dentify the doctrine by nane, nuch | ess di scuss the criteria which nust be
satisfied before it can be invoked.

Arnoldis al so confusing because the court did not explainthe
pur pose of its "independence" inquiry. That i ssue has no obvi ous rel evance
to the question of whether the estate had a property interest in the
speci fi c noney t hat Shankl e used to pay Brai d. Nor does it appear that the

trustee argued that he held such aninterest. See Arnold, 908 F. 2d at 56

(noting the "[a] bsen[ce of ] any evi dence t hat Shankl e used noney t hat
bel onged to Arnold to pay Braid").

Presunmabl y, then, the court was consi deri ng whet her, by accepting
payment fromShankl e, Brai d essentially appropriated Arnold' s right of

paynment. Under this theory, thetransfer could belikenedto aninvoluntary



sei zure, such as occurs when a judgnment creditor garni shees t he j udgnment
debtor's wages: Ineither case, the debtor has for all intents and purposes
(involuntarily) transferred an account receivable to the creditor.

The contention that Braid effectively wested an account
recei vabl e fromArnol d woul d have carri ed a good deal of forceif it had
been establi shed that Braid' s rights vis-a-vis Shankl e wer e defi ned by
Arnol d' s rights vis-a-vis Shankle. Suchis the case, for exanpl e, when a
j udgnment creditor garni shees the judgnment debtor's bank account: The

creditor has a cl ai magai nst the bank if, and only to the extent that, the

debt or has a cl ai magai nst the bank. See, e.qg., Barnhill v. Johnson, 503
U.S. 393, 398 (1992) ("Aperson with an account at a bank enjoys a claim

agai nst the bank i n an anmount equal to the account balance."); I nre Battery

One-Stop Ltd., 36 F.3d 493, 495 (6th Cir. 1994) (Under GChio |l aw, "[a]

garnisheeisliabletothe judgnent creditor for all noney, property, and

credits . . . of the judgnment debtor in his possession.” (citationomtted;

enphasi s added)). Thus when the creditor obtains paynent fromthe bank, it
isinaveryreal sense collectingonthe debtor’'s account recei vabl e: by
virtue of the garnishnment wit, it hasineffect substitutedits nane for
that of the debtor on the "I. O U "

Conversel y, the account-appropriationtheory runs i nto concept ual
problenms if afindingis mude that the preference defendant had ri ghts
agai nst t he payor that are not derivative of the debtor's rights. Under

t hose ci rcunst ances, the anal ogy to a garni shnent or sim |l ar action breaks



down because t he def endant i s not capitalizingonthe happenstance of an
obligationrunning fromthethird party tothe debtor. Hence the Sixth
Circuit's enphasis onthe independent nature of Shankle's obligationto
Braid: Since Braid was entitledto paynment fromShankl e regardl ess of
whet her Shankl e pai d Arnol d, the trustee had no basis for clai m ngthat
Braid usurped the estate's right of paynment.

So understood, the focus inArnold on Braid' s rights agai nst
Shankl e makes sense. And the om ssion in that case of any di scussi on
regardi ng t he extent of the estate's control over the subject propertyis
unremar kabl e: The control doctrine had nological roletoplayif the
court's perceived task was to determ ne whet her payment to Braid was in

subst ance paynent of the debt owed by Shankle to Arnold. See Hartl ey, 825

F.2d at 1070 ("In the context of transfers by third parties [to the
pref erence defendant], the di m nuti on of estate doctrine asks whet her the

debtor controll ed the property tothe extent that he owned it and t hus the

transfer dimnished his estate.” Courts aretorefer tothis doctrinein

cases "[w] here there is a question as to the debtor's ownership of the
nmoney" paid by thethird party. (enphasis added; citationomtted)). Arnold
shoul d t heref ore be construed as holding that the third party's i ndependent
obl i gation established that the transfer did not constitute a seizure of the
debtor's account receivable.

Inattenpting to distinguishArnold, the trustee put a great deal

of enphasis onaletter fromGeodynam cs to UST Tech i n which the forner



sought (and ultimately obtained) UST Tech's "authoriz[ation] . . . to pay
[the] . . . amount [owed Zorn by UST Tech] to ZORN. . . and deduct said
anount fromt he out st andi ng bal ance due and owi ng f romGeodynani ¢ t o UST][
Tlech." Trustee's Brief at p. 8  According to the trustee, this
aut hori zat i on denonstrat es t hat Geodynam cs was payi ng t he debt that it owed
to UST Tech, and thus noots the question of whether Geodynam cs was
i ndependently liable to Zorn.

The trustee' s reasoni ng goes roughly as follows. The ultinmate
i ssue i n Arnol d was whet her Shankl e' s paynent was made on account of a debt
owed by Shankle to the estate or, instead, on a debt owed by Shankle to
Brai d. Evidence on that issue was "l acking" inArnold, sothe court assuned
thelatter. Seeid. at p. 9. But whenthereis sufficient affirmative
evidencetothe contrary, as hereinthe formof UST Tech's aut hori zati on,
t he assunption no | onger applies. See id.

There is little in Arnold which supports or negates this
argument. The court noted that "one reason Shankl e made t he paynents to
Brai d was because Shankl e was [contractual | y] obligatedto do so."” Arnold,
908 F. 2d at 55. But that comment appears to have been a si npl e asi de,
desi gned to nake t he poi nt that even the parties thensel ves recogni zed a
contractual obligation whichthe bankruptcy court had overl ooked. See id.
And ot her parts of the opinion arguably suggest that the result turned
sol el y on the i ssue of whet her the obligationexisted. See, e.qg., id. at

56 ("If section4.4.1 of the contract between the State of Tennessee and



Shankl e di d not exist, thenth[e] fact [that Shankl e's paynent corresponded
to the anount Shankle owed to Arnold] m ght carry nore weight.").

I n short, Arnoldisinconclusivewthrespect tothis point. W
wi Il therefore attenpt to predict howthe Sixth Crcuit wouldruleif it

wer e squarely presentedwiththe trustee's argunent. See lnre Pearson, 917

F.2d 1215, 1216 (9th Cir. 1990), cert. denied, 117 L. Ed. 2d 514 (1992)

("[r]eading the tea |l eaves" to anti ci pate howt he Supreme Court woul d deci de

the i ssue under consideration); cf. Kingsley Assocs., Inc. v. Ml

Plasticrafters, Inc., 65 F. 3d 498, 507 (6th G r. 1995) ("Si nce the M chi gan

Supreme Court has not addressed this issue, . . . we nust predict howit
woul d resolve the issue from'all relevant data.'" (citation omtted))

The trusteeisineffect arguingthat he nust prevail if Zorn
col I ected on UST Tech' s account receivabl e, rather than onits own account
recei vable. The problemw th this propositionis that it is purely
theoretical: Inpractical terns, it nmade no difference to any of the parties
whi ch "account"™ Geodynam cs was paying. It seens silly to make this
inherently arbitrary desi gnation outcone-determ native.

Thi s is not to suggest that the trustee's argunent favors form
over substance. Characterizing this transaction as anmounting to an
appropriation by Zorn of UST Tech's account recei vabl e agai nst Geodynam cs

isneither nore nor less "valid" than the assertion that Zorn si nply cashed



inonits own account receivabl e.? But since "economc reality" provides
no cl ear signpost, thereis noreason to deviate fromthe course which
Arnol d suggests. If facedwith thisissue, then, we predict that the Sixth
Circuit woul d opt for sinplicity over technical nuance by ruling that in
cases of this type the sole issue is whether the defendant had an

i ndependent right tothe noney received. Cf. Inre d enn, 760 F. 2d 1428,

1435 (6th Cir.) cert. denied, 474 U. S. 849 (1985) (resolving statutory

uncertaintyinfavor of a "result . . . [whichis] primarily a pragmatic
one--one that . . . is nost readily capabl e of use"). This Court therefore
concludes that even if UST Tech's authorization is tantanount to an
assignnment of its claimto Zorn, the latter is not precluded from
successfully invoking Arnold' s "independence"” doctri ne.

As for the applicability of that doctrine, it is surprisingthat
nei t her party made the United St at es/ Geodynamn cs contract a part of the
record. Rather thanrelying onthis contract, the Defendant citedthe
MIller Act, 40 U.S.C. 8270a et seq., in arguing that Geodynam cs was
sati sfying an i ndependent obligation. See Defendant's Brief at p. 3. That
Act generally requires that aparty enteringinto aconstruction contract
withtheUnited States "furnish. . . [a] paynent bond wth a surety .

satisfactory to . . .[the] officer [awarding the contract] for the

2Under this latter scenario, UST Tech retains its clai magai nst
CGeodynanmi cs. That claim however, is subject to Geodynam cs' right of
set of f for paying Zorn, a debt whichrightfully shoul d have been pai d by UST
Tech.

10



protection of all persons supplying|abor and material inthe prosecution
of the work provided for in said contract.” 40 U. S.C. 8270a(?2).

Al t hough Zorn's contract was with UST Tech rather than
Geodynam cs, it neverthel ess had the right to make a cl ai mon t he paynent
bond i f UST Tech was a "subcontractor"” for purposes of a provisointhe
M 11l er Act which confers such aright on "any person having [a] direct
contractual relationshipw th a subcontractor"” of the general contractor.

40 U. S. C. 8270b(a). See MacEvoy Co. v. United States ex rel. The Calvin

Tonpkins Co., 322 U. S. 102, 108-11 (1944) (holding that a party which

contracted wth a "material man" coul d not recover fromthe paynent bond
because a material man i s not a "subcontractor"). UST Tech apparently neets
thiscriterion, asthetrustee freely all owed at the hearing on the notion
that Zorn had rights agai nst the bond.

The trustee did argue, however, that Zorn's reliance on the
MIller Act is m splaced because its rights thereunder are only agai nst the
bond, and not agai nst Geodynami cs itself. Thus the trustee seenedto be
asserting that Geodynamcs wouldincur noliability if Zorn had assertedits
bond rights under the MIler Act. But at the hearing, he inplicitly
conceded t hat Geodynam cs woul d be required to rei nburse the surety for any
payment made by the | atter to Zorn on a bond claim The trustee, then, is
not argui ng t hat Geodynami cs has no | i ability what soever vi s-a-vi s Zorn;
rat her, he contends that suchliabilityis not triggereduntil the surety

pays the bond claim and then runs to the surety.

11



The trustee' s position appears to be contradictory, sincethe
t heory behind the surety's rei nbursenent cl ai magai nst Geodynam cs woul d
presunabl y be t hat Geodynam cs is |iable onthe bond--i.e., that Geodynam cs

istheprincipal. See, e.g., InreV. Pangori & Sons, Inc., 53 B. R 711,

716 (Bankr. E.D. Mch. 1985) ("Rei nbursenent . . . is an equitableright
inpliedinlawinfavor of the surety agai nst the principal."); John J.

Petro, The Fundanent al Ri ghts and Responsi bilities of the Contractor's

Sur ety: Wat Happens Wien t he Contractor Defaults?, 330 P.L. 1./ Real 299,

301 (1989) (Since "[a]ny obligationfor whichthe surety nmust respond nust,
inthe first instance, be an obligation of the principal[,] . . . the
princi pal owes a duty to the surety to i ndemni fy and hol d harml ess t he
surety fromany | oss, claimor liability whichthe surety mght i ncur as the
result of having executed a bond for the principal."). But as will be
expl ai ned, the trustee's argunent i s unavailingevenif heiscorrect in
asserting that Geodynam cs' bond liability to Zorn is only indirect.

The gi st of the court's holding inArnold was that Braid did not
acquire the estate's account recei vabl e because it hadits ownright to
payment --a ri ght which did not derive fromthe estate' s ri ghts agai nst
Shankle. Stated differently, the estate | ost i nArnol d because Shankl e
coul d not have satisfiedits obligation to Braid by maki ng paynment to
Arnol d.

Sotoointhis case. |If Geodynam cs had pai d UST Tech i nst ead

of Zorn, thelatter woul d conti nue to have a right of paynent agai nst the

12



surety. Andthe surety's right of rei nbursenent nmeans that Zorn's claim
wi Il in substance be pai d by Geodynam cs.® Thus there i s no reasoned basi s
for this distinction between direct and indirect obligations: Solong as
the obligationis independent of the payor's obligationtothe debtor,

Arnold is applicable.

The Plaintiff's third and final argunent agai nst sunmary j udgnent
was t hat Geodynam cs pai d Zorn wi t h noney t hat bel onged t o UST Tech. |If
that is so, thenit woul d seemthat Arnold can properly be di stingui shed.
See supra p. 5. However, the assertion does not w thstand scrutiny.

Whet her the Debtor had the requisiteinterest inthe noney paid

by Geodynam cs turns on whet her "t hat property . . . woul d have been part

of the [bankruptcy] estate had it not beentransferred.” Begier v. | RS 496
U S. 53, 58 (1990). Theissuew |l ordinarily be deci ded under state | aw.

See Barnhill, 503 U. S. at 398 ("I n the absence of any control |ling federal

law, 'property' and'interestsinproperty' are creatures of statelaw");

Inre Smth, 966 F. 2d 1527, 1530 (7th Gr.), cert. dism ssed, 506 U. S. 1030

3t likely istruethat, upon payingthe surety, Geodynam cs woul d t hen
have a claim(or setoff right) agai nst UST Tech. But that was no |l ess true
inArnol d: I f Shankl e had al ready pai d Arnol d when it made t he paynent to
Brai d, Shankl e woul d presumabl y have had a rei nbur senent cl ai magai nst t he
estate. Indeed, thetrustee's action nust have been predi cated on t he
assunmpti on t hat Shankl e' s paynent--by givingrisetoaright of setoff--
ef fectively worked apro tanto di scharge of Shankl e' s obligationtothe
estate. If there were no such setoff right, then presumably the trustee
woul d si nply have col | ected hi s account recei vabl e f romShankl e, and not
worried about the latter's paynent to Braid. |t therefore makes no
di f f erence her e whet her Geodynam cs woul d have a rei nbursenent right after
i ndemi fying the surety.

13



(1992) ("The definition of an'interest inproperty' . . . isgenerallya
matter of state law ").

Inthisregard, the Plaintiff didnot argue that UST Tech hel d
anexplicitly created interest in Gecodynam cs' noney, as m ght have been t he
case had the | atter established an escrowto secure UST Tech' s perfornance.
Nor di d he cl ai mt hat the noney i n questi on was under UST Tech's control.
Rat her, the trustee argued t hat t he noney pai d by Geodynam cs shoul d be
deened t o have been t he subj ect of a constructive trust in UST Tech's favor.

Such a trust is an equitable renedy used by courts to prevent "unj ust

enrichment.” Inre Qregas Goup, Inc., 16 F. 3d 1443, 1449 (6th Cir. 1994)
(citation omtted).
| n support of his constructive-trust argunent, the trustee cited

t he bankruptcy court's decisioninlnre Gay Hectric, 192 B.R 706 (Bankr.

E.D. Mch. 1996) (Rhodes, C. J.), rev'd sub nom Goldv. Al ban Tractor Co.,

202 B.R 424 (E.D. Mch. 1996). The facts inthat case are substantially
t he sane as here. The general contractor of several federal construction
proj ects, DeMaria Buil di ng Conpany, subcontractedwith Gray El ectric Co.,

whi ch in turn "purchased equi prent fromAl ban" Tractor Co. Gray Electric,

192 B.R at 707. Gay Electric "failedto pay $411, 653. 81 due to Al ban for
t he equi pnent.” 1d. Alban sued the other two parties, as well as the
surety. ld. at 707-08. In accordance with the ternms of a "sti pul ated
settl enment agreenent,"” DeMaria paidatotal of $250,000to0 Al ban. |d. at

708. Thi s paynent was by neans of three checks made payabl e to t he order

14



of Al ban and Gray El ectric, thelatter endorsing the checks over to Al ban
"[a]t DeMaria' s direction.” Id. Thetrustee for G ay Electric's estate
argued that these paynents were avoi dabl e under 8547(b). Id.

The only i ssue before the bankruptcy court was "whet her the
debt or had any interest inthe funds paid by DeMariato Al ban." 1d. at 709.
It decided that issue in the trustee's favor. [|d. at 710-11.

I n so hol ding, the court stressed that the noney used by DeMari a
to pay Alban constituted "funds owed to the debtor on the various
construction projects, which had been wi t hhel d when t he debtor fail ed to pay
Al ban." 1d. at 710. Since "DeMaria used funds that were owed to the
debtor," the court apparently reasoned, the debtor had the requisite

interest inthose funds. Seeid. (distinguishingArnold, suprap. 2, onthe

grounds that "[t] here was no evi dence t hat Shankl e used noney t hat bel onged

to Arnold to pay Braid" (enphasis added)).
The court's hol di ng was based in | arge part on the concl usi on

that the transfer di mnished the debtor's estate. See Gray Electric, 192

B.R at 711. Use of that criterion is m sguided, however, as estate

depl etion i s aconsequence of atransfer of the debtor's property interest--

not proof that such aninterest wasinfact transferred. See Hartley, 825

F.2d at 1070 ("[T] he court must determ ne whet her t he debtor had such an
interest in the funds such that a transfer thereof would result in a

di m nution of the estate.” (citations omtted)); Coral Petroleum Inc. v.

Banque Pari bas-London, 797 F. 2d 1351, 1355-56 (5th Cir. 1986) ("[I]t is

15



essential that the debtor have aninterest inthe property transferred so
that the estate is thereby dimnished.” (citationomtted)); cf. Smth, 966
F.2d at 1536 n. 13 ("The viewthat 'aninterest of the debtor in property’
turns on a dimnutionof the debtor's 'estate' woul d seemto conflict with
t he Suprene Court's adnonitionthat the property issueissinply anatter
of state law. ").

Alsotroublingis the standard used by the court i n concl udi ng
t hat the estat e had been di mi ni shed. The appropriate test inthis context

is whether the transferred "property . . . woul d have been part of the

estate had it not been transferred.” Begier, 496 U S. at 58 (enphasis

added). Cf. Brown, 748 F. 2d at 491 ("It nust be shown that thetransfer

depl eted the debtor's estate.” (enphasis added)). Gay Electricrecast this

sensible formul ati on so that the estate had a guarant eed w nner:

[ T] he debtor's estate was . . . dimnished by the
amount of th[e] paynents to Al ban, becauseif the
debtor had received all that it was due fromDeMari a
under its subcontract agreenent, there woul d have been
nore assets inthe debtor's estate with which to pay
unsecured creditors.

Gray Electric, 192 B.R at 711 (enphasis added).

Usi ng t hi s node of anal ysis, of course, all property transfers
can be said to di mni sh the estate--even those havi ng no concei vabl e nexus
to the debtor or the debtor's property. And whenthisinquiryledtothe
(inevitable) conclusion that the transfer "depl eted" the estate, the

bankrupt cy court suppliedthe mssinglink of debtor ownershi p under the

16



conveni ent theory of constructive trust. See id. at 710-11.
The court's invocation of that theory | eads t o nore probl ens.
The court of appeal s recently indicatedthat aconstructivetrust in favor

of a creditor of the bankruptcy estate cannot be recogni zed unl ess it was

i nposed by pre-petition judicial decree. See Oregas, 16 F. 3d at 1449-52.

Yet despite the obvious inplications of that case, G ay Electric did not

di scuss it.
Thi s apparent oversi ght may not be serious, i nasnuch as Onegas

is potentially distinguishable. The Sixth Grcuit "recogni ze[d] that there

isdictainSelby v. Ford Mbtor Co., 590 F. 2d 642 (6th Cir. 1979) noti ng
t hat various courts have held that '[i]n the absence of statute .
construction funds in the hands of a contractor are held subject to a
constructive trust or an equitabl e assi gnnment or an equitablelien.""
Onregas, 16 F. 3d at 1451 (quoting Sel by, 590 F. 2d at 648). 1t distingui shed
Selby incursory fashion, describingit as"limtedinapplicationtothe
specific exigencies of the construction industry.” |d.

Thus Oregas | eaves roomfor the argunent that creditorsinthe
construction industry are excepted fromthe "no-nore-constructive-trusts”
rule. Infact, thisinterpretation of Oregas woul d seemto be necessary to

har moni ze the Sixth Crcuit's deci sionw th Supreme Court precedent. See

Pearl man v. Reliance lns. Co., 371 U S. 132, 136-41 (1962) ( The bankruptcy

estate of a general contractor did not acquire equitabletitleto funds

wi t hhel d fromt he contractor by t he proj ect owner because suchtitle vested
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inthe contractor's surety, which had paid the contractor's debts as
requi red by the paynment bond. 4).

The Onegas rule nmay be inapplicable in this context for a
different reason. Acentral prem se of the court’'s opinionwas that the
constructive trust doctrineis contrary tothe principle of parity anong
creditors. See Oregas, 16 F. 3d at 1452 ("Constructive trusts are anat hema
tothe equities of bankruptcy since they take fromthe estate, and thus
directly fromconpeting creditors, not fromthe of fendi ng debtor."). Were,

as hereand inGray Electric, it isthe estate which seeks to i nvoke the

doctrine, that concernis of coursenot inplicated. Cf. United States v.
NBD Bank, 922 F. Supp. 1235, 1243 (E.D. M ch. 1996) (" The funds bei ng sought
inthis case areinthe hands of NBD, not Fidelity's bankruptcy estate.

Thus the rational e of the rule i nOregas clearly does not apply. |If
this court inposes a constructive trust over these funds, ratable
di stribution of the bankruptcy estate will not be af f ect ed because t he funds
are not being taken fromthe estate.").

To the contrary, such use of the doctri ne woul d subserve what

Onegas call ed "the equities of bankruptcy,"” creating alarger estate from

whi ch creditors coul d be paid accordingtothe priorities of the Code. See

4“The surety i nPearl man did not obtain apre-petition declarationthat
it heldapropertyinterest inthe funds, nor was such aninterest created
by statute. See Pearlman, 371 U. S. at 136. It bears noting that while
Pear | man was a construction case, the Court did not purport tolimtits
"equitable lien" rationaleto the buildingindustry. Unfortunately, Qregas
did not nention Pearlman, nmuch |less attenpt to distinguish it.
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Qregas, 16 F. 3d at 1452. It therefore coul d be argued t hat Oregas does not
preclude the trustee frominvoking the doctrine of constructive trust.
Even i f Oregas i s i napplicable for either or both of the reasons

menti oned, however, there are other problens withGay Electric's use of the

constructive-trust doctrine. Therelevant time frame for ascertainingthe
nature of the debtor's interest intransferred property is, of course,

i mredi ately prior tothe transfer. See Begier, 496 U.S. at 55, 58. And

thereisnoindicationinthe opinionthat anythingtranspired duringthat
period of time which would even renmotely call for invocation of a
constructive trust or simlar remedy in Gay Electric's favor. See

generally H Jefferson Powel |, " Cardozo's Foot": The Chancell or's Gonsci ence

and Constructive Trusts, 56 Law & Contenp. Probs. 7, 14 (Sunmer, 1993)

(noting that "m stake, fraud, duress and undue i nfl uence" conpri se t he non-
exhaustive |li st of grounds provi ded by t he Rest atenent of Restitution as
justifying the "deci[sion] that one has been unjustly enriched"). The
bankruptcy court failedtoexplain, nor isit clear, howsuch arenedy can
be used to vest Gray Electricwithrights in DeMaria's noneybefore it was

paid to Al ban. Indeed, thereis not even a suggestioninGay E ectric that

t he paynent itself involved m stake or sonme sort of m sconduct.
Al so troubl esone i s t he bankruptcy court's reliance onArnol d for
"the principlethat 'construction funds inthe hands of a contractor are

hel d subj ect to a constructive trust.' Gray Electric, 192 B.R at 710

(quoting Arnold, whichinturn quotedSelby, suprap. 16. This trust, the
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bankruptcy court explained, "exists even in the absence of express
contractual |anguage or a statute establishingthat sort of obligation."
Id. (citing Arnold).

One problemwi th this assertionis that neither Sel by nor Arnol d

actual ly i nposed a constructivetrust. Asthe Sixth Crcuit itself later

acknow edged, the pertinent passage fromSel by was di cta. See Onegas, 16

F.3d at 1451. Arnold sinply restated thisdicta, and did so only "to
support the contractor's i ndependent obligationtothe supplier, and not--as
t he Bankruptcy Court woul d have it--to support a'constructivetrust' on
behal f of the debtor subcontractor.” Gold, 202 B.R at 428.

Of course, the fact that Arnold' s reference to constructive
trusts was made to illustrate a different point does not necessarily
underm ne the proposition that such a trust arises in favor of the
debt or/ bankruptcy estate with respect to "construction funds" i nthe hands

of a contractor. But what the |lower court inGay Electric failed to

recogni ze i s that that propositionis inconpatiblew thArnold's hol ding
t hat Shankl e' s paynent di d not i nvol ve property i n which the estate held an
interest. After all, Arnol d woul d have been just as | ogical (or illogical)
a beneficiary of aconstructive trust i nposed on Shankl e' s noney as woul d
Gray Electric vis-a-vis DeMaria's noney. Rather than focusing on the
outcone i n Arnol d, the bankruptcy court was | ed astray by passages i nt hat
opi nion which--in light of the Sixth Circuit's holding--can only be

di smi ssed as | oose talk.
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A key problemwithGay Electricrelatestoits findingthat the

transfer invol ved noney t hat DeMaria "owed"” to Gray El ectric. Clearly,
DeMari a owed noney to t he debtor. But it woul d seemto be just as cl ear
t hat the debtor had no claimto, or rightsin, specificdollar billsin
DeMaria' s corporate coffers. Qthographic simlarity notw thstandi ng, there
is agreat difference between noney owed and noney owned: The bankruptcy
court bridgedthis gapwithnoreal explanation, rulingineffect that Gay
El ectric had an enforceabl e right to be paidw th the very sane noney t hat
DeMaria used to pay Al ban.

The bankruptcy court's deci si on was perhaps ani mated by t he
concern that Al ban woul d ot herw se be circunventing an undi sput ed policy
under | yi ng 8547(b), whichis to prevent debtors fromfavoring one creditor

over another. See, e.qg., Smith, 966 F. 2d at 1535 ("[ T] he avoi dance power

pronotes the ' prinme bankruptcy policy of equality of distribution anong
creditors' by ensuringthat all creditors of the sane class will receivethe
sane prorata share of the debtor's estate.” (quoting H R Rep. No. 595,
95th Cong., 2d Sess. 177-78 (1978)). But if Al ban got favorabl e treatnent,
it was dol ed out by DeMari a, not the debtor. Infact, Albanwasinthis
sense no different froma creditor who coll ects fromathird-party guarantor
or surety--a situationinwhichcourts routinely hold that novoi dabl e

preference occurs. See, e.d., Inre lLockard, 884 F. 2d 1171, 1177 (9th Q.

1989) ("[T] he ' overwhel m ng wei ght of authority' under both t he Bankruptcy

Act and Code hol ds that a contractor has no property interest inasurety
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bond i ssued by athird-party to guarantee t he contractor's perfornmance . .

."); ILnre Bohlen Enters., 859 F. 2d 561, 565 (8th G r. 1988); Brown, 748

F.2d at 491; cf. Inre Mansfield Tire and Rubber Co., 660 F. 2d 1108, 1113

(6th Cir. 1981) ("The i nsurance fund, not the debtor's estate, pays the
clai ms for which the enpl oyer has paidthe premium Therefore, asto clains
arising [whilethe enpl oyer was self-insured] . . ., theclaimnts can
coll ect fromthe Conm ssion[,] which canthenresort tothe surety bonds
pl edged [ by t he enpl oyer] as security. These bonds are the property of the
Comm ssi on and are not assets of the debtor's estate.").

It may be true that DeMaria's "special treatnent” of Al ban, if
onewantstocall it that, prejudicedthe estate by giving DeMari a a set of f
right that effectively rendered UST Tech' s account receivabl e uncol | ecti bl e.
But see 11 U. S. C. 8553(b) (permttingthetrusteeto "recover"” certain
setof fs occurring within 90 days pre-petition). The sinple and proper
responsetothis point isthat "prejudice" i s not enough under 8547(b): The
transfer has to harmt he estate because it stripped the debtor of a property
interest that is recogni zed under appli cabl e nonbankruptcy | aw. That

statutory requi renent cannot be i gnored, even for the sake of pronotingthe

bankruptcy i deal of parity anong creditors. See generally, e.qg., Norwest

Bank Wrthingtonv. Ahlers, 485 U S. 197, 206 (1988) ("[W hat ever equitabl e

powers remai n i nthe bankruptcy courts nust and can only be exerci sed within
the confines of the Bankruptcy Code.").

The trustee needed to showthat there is a "genuine i ssue”
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concerni ng t he questi on of whet her UST Tech hel d an i nterest i nthe noney

used by Geodynamics to pay Zorn. F.R Civ.P. 56(c) (incorporated by

F.R Bankr.P. 7056). See, e.q., Celotex Corp. v. Catrett, 477 U S. 317, 322
(1986) ("[T] he plainlanguage of Rul e 56(c) nmandates the entry of sunmary
judgnent, after adequate tine for di scovery and upon noti on, agai nst a party
who fails to make a show ng sufficient to establishthe existence of an
el enent essential tothat party's case, and on which that party will bear
t he burden of proof at trial."). Inthisregard, the sumand substance of

hi s positionwas that the facts here are i ndi stingui shable fromthe facts

inGay EHectric, and that that case was correctly deci ded by t he bankr upt cy
court. Because we disagreewiththelatter assertion, the Court rejects the
trustee's contention that UST Tech owned t he noney pai d by Geodynam cs to
Zor n.
SUMMARY AND CONCLUSI ON

The gi st of the Defendant’' s notion was that summary j udgnment in
its favor i s mandated by Arnold. The Plaintiff chall enged t hat assertion
by maki ng the fol l owi ng al | egati ons: (1) Geodynam cs paidthe debt it owed
t o UST Tech, rather than the debt it owed to Zorn; (2) insofar as Zorn was
concer ned, Geodynam cs' only obligationwas toreinbursethe suretyinthe
event the latter paid Zorn's bond cl ai m and (3) UST Tech owned an i nt er est
in the noney with which Geodynam cs paid Zorn.

The first allegationcalls for aninquiry into which debt the

parties "had i n m nd" when t he preference def endant recei ved t he paynent in
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guestion. The Court's expectationisthat the Sixth Crcuit would reject
this hair-splitting, formalistic approach.

The second al l egationisirrel evant tothe underlyi ng purpose of
the "independence"” test--i.e., to ascertain whether the preference
def endant' s ri ght of payment was coextensive withthe debtor's right of
paynment. Thetrustee's theory as tothe nature of Geodynam cs' obligation
to Zorn may (or may not) be correct, but it in no way negates Zorn's
contentionthat its paynent right i s non-derivative of UST Tech' s paynent
right.

In contrast tothe first two allegations, the third one--if
correct--would be availingtothe trustee. However, thetrusteefailedto
substantiate this allegation.

For these reasons, the Defendant's notionw |l be granted.® The
Plaintiff's owm notionfor partial summary judgnent, whi ch was prem sed on

deni al of the Defendant's notion, will be deni ed.

Dat ed: February 13, 1997.
ARTHUR J. SPECTOR
U. S. Bankruptcy Judge

SThere i s no need to address t he Defendant's al ternative argunent t hat
t he property whi ch was t he subj ect of thetransfer i s excluded fromthe
estate under the theory of (what else?) constructive trust.
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